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Throughout the first six months of 1994, accumulated inflation remained higher than the
government's original targets for this year. Nevertheless, monthly inflation dropped substantially
in May and June compared to the first four months of 1994, and officials predict the consumer price
index (CPI) will drop even more throughout the second half of the year. The moderate inflation
since May is generally attributed to government measures since the beginning of the year to enforce
fiscal austerity. The government's efforts combined with a marked improvement in world oil prices
in recent months greatly increased state income in the second quarter of 1994, substantially lowering
the fiscal deficit.
Ecuador's official statistics agency (Instituto Nacional de Estadistica y Censos, INEC), reported
accumulated inflation for the first six months of 1994 reached 15%, making it difficult for the
government to meet its target of 20% annual inflation by year-end. Indeed, inflation for the 12month period ending in June reached 26.5%, about the same as in May, when the 12-month
accumulated inflation rate had reached 26.9%. Nevertheless, annual inflation is now running
substantially below the 31% inflation rate registered in 1993, and even if the government is unable
to meet its 20% target, INEC estimates that the CPI will drop markedly in 1994 in comparison to last
year. Indeed, monthly inflation in May and June dropped dramatically compared to the first four
months of this year, and INEC expects the CPI to remain low throughout the second semester.
According to INEC, consumer prices increased by 1.38% in May and 1.52% in June, meaning that
monthly inflation is now running at about half the rate registered in the first four months of the
year, when the CPI grew by an average of about 3% per month. The drop in inflation is generally
attributed to a sharp drop in the fiscal deficit since the beginning of the year due to government
prudence in managing the state budget, plus a marked improvement since February in world oil
prices. Income from petroleum exports Ecuador's most important foreign exchange earner accounts
for nearly 50% of the government's annual revenue.
As a result, a plunge in international oil prices at the end of 1993 had pushed the government into
a fiscal crisis by January of this year, since by early 1994 world prices for crude had dropped to
below US$10 per barrel, but the 1994 budget had been calculated on the assumption that prices
would remain above US$13 per barrel. The sudden price crunch pushed the government's estimated
budget deficit for 1994 to nearly US$700 million, or more than 5% of GDP (see Chronicle 05/19/94).
Thus, to offset the drop in earnings, in February the government decreed a huge 70% increase in
domestic gasoline prices, which accounts for the inflationary spiral in the first quarter of 1994. But
by May, the inflationary effects of the fuel hikes had subsided. At the same time, world prices for oil
have steadily recovered since February, greatly lowering the government's budget deficit. By June,
the international price per barrel climbed above US$15, and as of early-July, crude oil contracts for
August delivery rose above US$18 per barrel on the New York Mercantile Exchange.
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According to the Finance Ministry, the increased income from the domestic fuel hikes in February,
combined with windfall profits from oil exports in the second quarter, allowed the government to
earn US$128 million more from petroleum sales than had been originally expected when officials
calculated the 1994 budget. Consequently, on June 30, the government decreed a 5.6% reduction
in domestic gasoline prices, and more price drops are expected in the coming months. While
government austerity and increased oil earnings have already reversed the fiscal crisis faced at the
beginning of the year, Finance Ministry officials say a major reform in government methods for
collecting import taxes should lower the fiscal deficit even more throughout the second semester,
further reducing inflation in the coming months. The government's goal is to cut the deficit to
just 0.5% of GDP by year-end, since President Sixto Duran Ballen's administration had promised
to lower annual inflation to a ceiling of 20% for 1994 in an accord signed with the International
Monetary Fund in March.
Under the new import tax collection procedures, which were drawn up by the National Council to
Modernize the State (Consejo Nacional de Modernizacion del Estado, CONAM), the government
expects to immediately eliminate most tax evasion in customs warehouses, leading to an estimated
US$250 million in extra revenue from import taxes each year. "The outdated methods to collect
import taxes fed rampant corruption in customs warehouses, but all that is over now," said Jorge
Zabala, head of the CONAM committee that prepared the customs reform. "The new collection
methods, plus severe penalties against tax evaders outlined in the reforms, should reduce tax
evasion by about 80%."
Under the reform, importers will be required to submit their own sworn estimate of the taxes they
owe when importing merchandise, thereby eliminating cumbersome inspections and estimates by
customs officials. All told, the bureaucratic steps for importers to pay their taxes will be cut from 66
to just four, reducing the average time required to import goods to just four hours, compared to six
to eight days under the previous system. That in turn is expected to encourage more importers to
pay their taxes, while cutting down the possibility of corruption in customs sheds. Importers found
underestimating the taxes they owe could face prison terms of between two to five years, plus heavy
fines.
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